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Editorial

In order to promote the exchange of ideas and to support its own research capacity, the
Oesterreichische Nationalbank regularly invites internationally renowned economists
for short guest professorships. This year, from June 12 -14 2006, David Laidler
(Professor Emeritus, University of Western Ontario, Canada) gave three public
lectures on topics related to monetary theory and monetary policy. The first lecture
was on “Monetary Policy and the Austrians”, the second on “The Rise and Fall of
Monetarism” and the third has dealt with the question “Is there a Role for Money in
Monetary Policy in the 21st Century?”.

The lectures were based on three background papers, which are contained in
this OeNB Working Paper. Two of these background papers have already been
circulated as BIS Working Paper No. 136 (September 2003) and as RBC Financial
Group, EPRI Working Paper No. 2005-11. The third paper on “Axel Leijonhufvud and
the Quest for Micro-foundations — Some Reflections” is made available for a larger
audience for the first time. This Working Paper includes also the speaking notes that

were prepared for the lecture series at the Oesterreichische Nationalbank.

June 19, 2006
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Speaking notes for three lectures on monetary topics

(delivered at the Austrian National Bank June 12" -14™ 2006)

David Laidler



The Rise and Fall of Monetarism

The word “monetarism” means different things to different people. To some it is
a now discredited technical doctrine about how to conduct monetary policy, and
to others it is a label for the economic and social policies of that well known
politician “Ronald Thatcher” There is truth in both interpretations, but both are
over-simplifications. The word was introduced independently by two
commentators, Karl Brunner who used it (roughly speaking) in the first sense in
1968, and Nicholas Kaldor who used it very much in the second in 1970 and
subsequently. Here, it is worth recalling that there was an important
“Structuralist-Monetarist” debate in Latin America in the 1950s and 1960s (in
which Kaldor was involved) which was profoundly ideological and highly
charged politically too.

Technical monetarism seems to have begun as a critique of the standard
“Keynesian” macro economic theory and associated policy doctrine that was
built around the IS-LM model, or rather around a particular configuration of that
model. A crucial contribution to this critique, whose role in the development of
monetarism is not always sufficiently recognised, was Friedman’s permanent
income hypothesis of consumption.

To begin with this idea undermined the theoretical basis of a stable marginal
propensity to consume out of current income on which Keynesian multiplier
analysis depended, and it also provided the theoretical basis for monetarist
theories about the stable demand for money function (Friedman 1959, Meltzer
1963). Monetarism, after all, replaced the stable multiplier with the stable
velocity function as a fulcrum for macroeconomic policy.

The fact that the PIH itself was a technical achievement that commanded
respectful attention throughout the profession gave its specifically monetarist
applications a certain intellectual respectability and attractiveness that they
might not otherwise have had. Note also that its key ingredients - a micro theory
of macro behaviour, forward looking maximisiation and the integration of
economic with econometric theory - also characterised the late 1960s
development of the expectations augmented Phillips curve, which again
resonated far beyond the monetarist camp.
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Other factors too were important in launching technical monetarism: it seemed
to be an application of the then popular “positive economics” agenda - and it
came on the intellectual scene just as development in computing technology
were making systematic empirical testing feasible. Monetarism also claimed
affinity with the old quantity theory of money, which was a theory of price level
behaviour. The students who, in the 1960s, were still being offered a macro
curriculum that centered on unemployment as a policy problem had not even
been born when it had ceased to be one - but in the 1960s inflation was
becoming an issue.

The monetary policy implications of monetarism were set out comprehensively
in Friedman’s Program for Monetary Stability (1961) - the famous money
growth rate rule, the case for which rested firmly on the apparent stability of the
demand for money function. In the 1970s, after the failure of anti-inflation
policies based on wage-price guidelines and controls, which in turn derived from
ideas about cost-push inflation not unrelated to Latin American “structuralist”
doctrines, the scene was set for the adoption of the monetarist alternative in a
number of places.

These experiments, to put it kindly, did not work out very well. With hindsight -
for no-one within the monetarist camp said much about these matters at the time
- there are a number of obvious reasons for this failure.

First, Friedman’s proposals had been designed to maintain and improve stability
in an already low inflation environment, but the policy experiment involved
trying to restore stability in volatile high-inflation environments: these are not
the same problem, and the right solution to the first was not necessarily the right
on for the second. Second the policies were implemented using models in which
money was a passively endogenous variable - cf. banking schools ideas
mentioned in the previous lecture - and yet they were motivated by the idea that
money-growth was the active cause of inflation; the application of monetarist
policies was therefore intellectually incoherent. Finally, demand for money
functions were simply not stable enough to bear the weight of money growth
targets. The longer-run role of institutional change, and the significance of short-
run stochastic elements in these relationships should have been appreciated ex
ante, but they were not.
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And yet, though money growth targeting failed, technical monetarism left a
profound mark on the policy scene. The idea that inflation control is a problem
for monetary policy, which can do nothing to influence real variables such as
unemployment in the longer run, is now conventional wisdom among policy
makers, but it was considered radical in the 1960s and 1970s. Indeed, modern
inflation targeting regimes might well be referred to as “monetarism without
money”’

But what about political monetarism? Post-world-war 2, there existed a political
consensus that the market economy requires activist government to keep it
functioning. The intellectual underpinnings of this policy view included the
General Theory’s claims about a fault inherent in the inter-temporal allocative
mechanism in a monetary economy. And these ideas seemed to be obviously
true in light of the economic experience of the inter-war years.

Friedman and Schwartz’s Monetary History of the United States successfully
challenged this empirical supposition. They argued that the Great Contraction
was the result of incompetent monetary policy, based on the passively
endogenous money idea, that had permitted the banking system to collapse in
the wake of the stock market crash, and had turned an ordinary cyclical
downturn into a major catastrophe. The basis message here, whose political
implications took a while to be fully grasped, was that fatal flaw that had caused
the depression lay not in the self-regulating mechanisms of the market economy,
but in the policies that had been imposed upon it.

Kaldor noted an element of similarity here to Austrian doctrine, but the
differences are much more important. The monetarist remedy for the depression
would have been as much monetary expansion as it took to stabilise the system -
cf the contemporary recommendations of Hawtrey, Currie, Viner etc. - while the
Austrians had argued for policy passivity at all costs. However, the broader
political-economic implication of the two doctrines - that when not disturbed by
activist policies, markets work - is the same, which is why Margaret Thatcher
could be comfortable in claiming to have taken inspiration from both Hayek and
Friedman

Technical monetarism took its New classical new turn in the 1970s. At first,
with its replacement of adaptive learning with rational expectations, and its
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adoption of an aggregate supply curve interpretation of the expectations
augment Phillips curve, NCE seemed to be doing no more than putting stronger
micro-economic foundations under existing doctrines - policy ineffectiveness,
the natural rate of unemployment hypothesis etc. - and thus continuing the very
process to which Friedman’s PIH had made such a major contributions two
decades earlier. That is why James Tobin labelled it “monetarism Mark 2"

However, NCE shifted the micro-foundations agenda from the analysis of
maximising individuals to the market mechanisms through which their
behaviour is co-ordinated. Note that this is necessary if the REH is to be
implemented. You can’t model expectations “as if” formed on the basis of a
“true” model of the economy unless you can solve the model in question. But
when you solve a model, you are not just carrying out a technical exercise - you
are maintaining the hypothesis that individual behaviour is always co-ordinated.
NCE thus settled the age old question that lay at the centre of so much of
economics - are markets capable of co-ordinating the choices of individual
agents? - by assumption

The trouble here is that, as was already well understood in the 1960s - cf. the
work of Don Patinkin, Frank Hahn, Bob Clower, Axel Leijonhufvud - that it is
(next to) impossible to find a role for money in an economy where markets
always clear. That is why NCE’s insistence on clearing markets and sound
micro-foundations for everything, including money, produced some very odd
economic theory indeed - for example, OLG models, and applications of
Clower’s cash-in-advance notion that were certainly not what he had in mind
when he proposed it. Thus, if NCE really was “monetarism mark 2", it presents
a second example of “monetarism without money”.
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The role of Money in Monetary Theory and Monetary Policy

NCE’s fundamental analytic contribution was to show that information
problems could be separated from those of co-ordination, and could, in and of
themselves, lead to systematic output fluctuations. The approach postulates that
an “as if” auctioneer sets prices at the values that will keep all markets cleared
(given the structure of agents’ information). This postulate has serious
consequences for certain traditional problems in monetary economics - eg. why
is inflation costly? By what transmission mechanism does monetary policy
affect the price level? Monetarism without money, that is to say, evades many
issues.

There is a long-standing literature that deals with the origins and role of money.
It begins from the recognition that there is no market and no auctioneer, that
agents are isolated from one another and subject to serious information problems
as and when they interact, and that the system of monetary exchange exists to
enable society to cope with these problems. In some versions of this story
money evolves spontaneously, and in others through the intervention of the
state, but what matters here is the fundamental message that the system of
monetary exchange exists to cope with the same information and co-ordination
problems that are solved by the auctioneer in standard GE theory.

The “market” is thus an economist’s metaphor for the monetary system, and to
assume that the market clears is to assume that the monetary system is working
well. Small wonder that, if one starts from this assumption, and then tries to add
a theory of money, the results are invariably extremely odd. In contemporary
economics, search-theoretic models of money avoid this problem, and perhaps
will eventually bridge the gap between old insights about the fundamentals of
money and our already rich empirical knowledge of how monetary systems
actually function. But while we wait for this, we do have to get on with applying
such monetary economics as we have to policy problems.

We know that, in the real world, economies tend to settle on a single means of
exchange, which serves as the economy’s unit of account for current and inter-
temporal transactions, and which can also be a store of value. We also know that
money prices are not set by “markets” but by endogenous agents (typically
firms) and that there are serious problems of maintaining these at their market
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clearing values, especially when individual firms are atomistic relative to the
economy.

Thus, trade, which is carried on by indirect monetary exchange in a number of
separate markets, will often take place at false prices, with outcomes in one
market that can impinge in agents’ abilities to transact as planned in others. The
typical agent’s pattern of money receipts and outlays will thus be stochastic, and
the traditional “cash balance” approach to the quantity theory of money has long
postulated that this fact underlies the holding of an inventory of readily available
purchasing power - a stock demand for money. The individual agent’s actual
money holdings will fluctuate over time around an average value. It is this value
that we refer to when we speak of “the demand for money”, and there is, as we
all know, a vast literature, both theoretical and empirical that deals with its
determinants.

Note that the implications of this line of argument for the NCE-RE approach to
macroeconomics are subversive. Agents hold money to buffer themselves
against the consequences of acting on misinformation, but if information can be
improved by devoting more resources to gathering it, there is a potential trade-
off between money holding and misinformation. this in turn suggests that, in a
money economy, agents will usually act on the basis of systematically less
information than is available. Also, if prices are costly to change, and money-
holding reduces the losses incurred by failing to do so when conditions require
it, then a money economy will also be characterised by price stickiness.

Note also, however, that this way of looking at things enables us to understand
why monetary instability can be so damaging. For example, it enables us to see
beyond matters of “shoe-leather” when we come to consider the costs of
inflation. By reducing the information content of money prices, inflation
increases the scope for errors in consumption and production decisions, thus
undermining the monetary system’s capacity to provide an “as if” functioning
market mechanism to co-ordinate activity. Compare this to the typical NCE-
OLG model of money, which can go to a “non-monetary equilibrium” under
inflation, eliminating inter-generational trade, but leaving spot markets
apparently functioning smoothly.
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This way of thinking about money requires us to distinguish carefully between
the “individual” and “market” experiment. The representative agent short-cut is
only of limited use for studying monetary phenomena. Shocks to particular
markets that lead to reduced holdings (not demands) of money on the part of
some agents will often cause these to be matched by increased holdings
elsewhere, so these effects will usually cancel out at the level of the market. But
when shocks are economy wide - e.g. a change in the aggregate supply of
money, or a change in the economy’s transactions technology or in the costs of
gathering information, either of which can cause the majority of agents to adjust
their demands for money - the whole economy will be shifted “off” its aggregate
demand for money function until one or more arguments in that function adjust.

This argument is the price level in the traditional quantity theory experiment,
which deals with the consequences of increases in the supply of money, but the
existence of price stickiness suggests that output variation will precede such an
adjustment. This is important, because in real world data, this is how these
variables seem to move, contrary to the NCE prediction that quantities respond
to prices.

In this approach also, an inventory of money balances is one asset in an overall
balance sheet, and to the extent that it is subject to diminishing marginal
productivity (utility?) a discrepancy between money’s supply and demand will
affect agents’ plans for their balance sheets’ overall structure. This idea subverts
an important element of current thinking about monetary policy - namely the
significance it attaches to the “zero lower bound” problem. Only if there is
something unique about the margin between money and short-term financial
assets is this a critical issue. Was monetary policy really powerless in the US
after 1929? Has the recent recovery of the Japanese economy been a
consequence of “quantitative easing” or is has its occurrence been just a lucky
co-incidence?

This approach also raises a red, or at least an amber, flag about schemes to use
monetary policy to deal with asset market bubbles. These tend to arise in
particular sectors, and money’s effects are economy wide, rendering it a blunt
instrument indeed.
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Finally, note that the fact that monetary policy is usually conducted through
interest rates does not negate the above arguments. Agents do not borrow from
banks in order to acquire money to hold, but money to spend, and newly created
money that gets into circulation as a by-product of private borrowing induced by
interest rate changes disturbs balance sheets in just the same way as money
created as a by-product of government borrowing. The policy significance of the
use of the interest rate tool is that its zero lower bound can inhibit the creation of
money. But this does not mean that monetary policy becomes powerless when it
is reached, but only that open market operations are called for. Hence monetary
policy can be effective in the aftermath of burst bubbles.

In short, the interaction of the supply and demand for money is still fundamental
to the workings of the economy, and the fact that the demand for money
function is insufficiently stable to support a monetary policy regime based solely
on money growth targets makes not a jot of difference to this conclusion, which
policy makers will ignore, not just at their own peril, but at the peril of the rest
of us too..
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Axel Leijonhufvud and the Quest for Micro-foundations —
Some Reflections®

by

David Laidler

*Draft of a paper to be presented at a conference in honour of Axel
Leijonhufvud to be held at UCLA, August 30 - 31, 2006. Please do not quote
without the author’s permission - Comments welcome

JEL Classifications: B22, B30, D50, D80, E12, E40.
Key words: Micro-foundations; Keynesian Economics; 1S-LM; Disequilibrium;

Money; Co-ordination; Information; Expectations; Sticky Prices; Marshallian
Economics, Walrasian Economics; Monetarism; New Classical Economics.
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| think that I first met Axel Leijonhufvud when he was still a graduate student at
Northwestern, and because | had the good fortune to be Bob Clower’s junior
colleague during my time at Essex, | was kept well aware of the development of
his ideas even before On Keynesian Economics and the Economics of Keynes
appeared. When it was published in 1968, Harry Johnson made sure that | was
an early British reader, and | am proud to say that my copy of it bears an
inscription from the author, commemorating a visit he made to Manchester in
1974. That was at about the time when his influence was beginning to loosen my
up-till-then rather uncritical embrace of monetarism. In short, | have been
learning from Axel’s work for a long time, and | have sometimes followed it
too, usually from a little to the right, but with undiminished admiration over the
years.

| have given this essay the sub-title “some reflections” because it is
probably as much informed by (no doubt prejudiced) hindsight and (no doubt
inaccurate) memory as by a careful weighing of the published record. The
history of macroeconomics in the second half of the twentieth century, and of
Axel Leijonhufvud’s place in it, largely remains to be written, but | hope that
this essay will provoke some of those who were not yet professionally active in
those years, and can therefore view them dispassionately, to begin that task.
When they do so, | also hope that their work will bear out at least some of the
judgements offered here.

Economic theory in the 1950s

Half a century ago, those of us starting out on the serious study of economics
found a great deal to perplex us. The subject was theory-based, but that theory
was divided into two components, the connections between which were, to say
the least, obscure. Microeconomics dealt with the maximising behaviour of
individual households and firms, how the decisions of these individuals were co-
ordinated by the price mechanism, and how this mechanism might fail properly
to allocate the economy’s endowment of productive resources without a few
well-placed government subsidies and taxes designed to change the structure of
relative prices. Macroeconomics, on the other hand, as enshrined in the Hicks-
Hansen IS-LM model, dealt with aggregate consequences of the behaviour of
those same firms and households, arguing that these would often include a
failure of that same endowment of productive resources to be fully employed
without help from a steady injection of expenditure from the government that
was so co-ordinated with the flow of taxes paid by the private sector as to
provide an appropriate level of aggregate demand.

Microeconomics and Macroeconomics thus seemed to be telling possibly
contradictory stories about how the economy as a whole worked. To be sure,
efforts were made to forge a link between them: for example, Paul Samuelson’s
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neo-classical synthesis had it that, though the market economy needed some
government help designed with the aid of macroeconomics to bring about full
employment, once this was achieved its further allocative functioning could
safely be left to those devices which were the subject of microeconomics; and
Abba Lerner’s Economics of Control (1944) had earlier found a role for micro
theory in guiding the pricing behaviour of publicly-owned enterprises in a
thoroughly socialised economy whose government made maintaining full-
employment a priority. But both of these attempted links had to do with the
policy applications of received economics; they skirted questions about the
logical relations between the theoretical foundations of its two branches and
about whether, and if so how, these could be reconciled.

By the late 1950s, IS-LM macroeconomics was beginning to take on the
status of an unchallenged orthodoxy, under the label Keynesian Economics, and
had begun to find its policy feet too.! Soon, though belatedly, it would dominate
policy making even in the United States. In 1965, at the height of its influence,
but in perhaps the worst call made by an eminent economist since John Stuart
Mill’s (1848) claims about the completeness of the theory of value, Robert
Solow (1965) would proclaim that “. . .most economists feel that short-run
macroeconomic theory is pretty well in hand . . .All that is left is the trivial job
of filling in the empty boxes, and that will not take more than 50 years of
concentrated effort at a maximum . . .”

If we remember this (partly tongue in cheek) claim of Solow’s nowadays,
that is probably because only 3 years after it was made, Axel Leijonhufvud
would quote it in his book On Keynesian Economics and the Economics of
Keynes (Leijonhufvud 1968, p. 4). This work did more than any other single
contribution to energise the search for a cure for the discomfort that many
economists were feeling in constructing proper micro-foundations for
macroeconomics, an endeavour that would end up pushing the I1S-LM model
from the centre of macroeconomics and replacing it with a new approach whose
microeconomic basis was thoroughly transparent. But though what Harry
Johnson (1971, repr. 1978, p.198) would refer to as Leijonhufvud’s
“monumental re-interpretation of [Keynes’] thought” was seminal in giving
impetus to these developments, the micro-foundations that were eventually
established were the very opposite of the ones he had proposed.

In what follows, | shall reflect upon how and why this came about.
Specifically, I shall first describe the micro-foundations problem as it appeared
about fifty years ago, and how it was then being addressed. Then I shall argue:

"The publication of Alvin Hansen’s A4 Guide to Keynes in 1954 was surely a critical step here. The book both
symbolised and cemented the dominance of the IS-LM interpretation of Keynes in the standard undergraduate
curriculum.
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that, even as Leijonhuvfud was writing his book, the macro-orthodoxy that so
disturbed him was already being undermined by monetarism, whose attack was,
however, based more on empirical evidence than micro-theoretic considerations;
that a by-product of monetarism’s success was nevertheless to shift the
theoretical concerns of macro-economists away from just those parts of
Keynes’s legacy upon which Leijonhufvud sought to build; and that, as a
consequence, the search for micro-foundations that he helped set in motion was
quickly diverted from his chosen path.

Marshallians and Walrasians

The received economic theory whose overall structure seemed so puzzling half a
century ago was the product of two intellectual upheavals in the 1930s. Both of
these had happened in Britain, but because of the destruction by the Nazis of
lively intellectual traditions on the continent of Europe (along with much else),
not to mention of the accident that English was also the language of the United
States, whose universities would soon come to dominate all of economics (again
along with much else), they profoundly influenced the development of the
subject as a whole. The first of these was the macroeconomic revolution that
surrounded the publication and interpretation of Keynes’s (1936) General
Theory of Employment, Interest and Money, and the second, less noted but just
as influential, was an upheaval in microeconomics that saw continental general
equilibrium theory, whose principal English language text was John Hicks’
Value and Capital, largely displace Marshallian partial equilibrium analysis.”

These developments were incompatible with each other. General
equilibrium analysis stemmed from the work of Walras and the first generation
of Austrians, notably Carl Menger, but the short-run macroeconomic theory that
sprang from it - Austrian business cycle theory - had failed to catch on in the
1930s, partly as a result of Keynes’s success.® Partial equilibrium analysis, on
the other hand, was one component of a broader Marshallian approach to
economic theory that also permeated the macroeconomics of General Theory.
Thus, the root cause of economic theory’s troubles in the 1950s was that, in the
1930s, competing continental and Marshallian traditions had won one battle
each, the former on the micro front and the latter on the macro, and that a third
battle remained to be fought, over the micro-foundation of macroeconomics.

*The story of general equilibrium theory’s arrival in English language economics is complicated. Walras’
Elements itself did not appear in translation until 1954 when William Jaffe’s edition appeared. (Not co-
incidentally, Jaffe held an appointment at Northwestern, when Leijonhufvud was a graduate student there) The
main source of information about this body of theory available in English in the 1930s was the 1923 translation
of Gustav Cassel’s Theory of Social Economy, though Hicks seems to have read Pareto in the original Italian.

3This history too is beyond this paper’s scope. | have discussed it at length in Laidler (1999)
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The most thorough exposition of the tension between Marshallian and
Walrasian approaches to economics written at that time was Milton Friedman’s
(1953) “The methodology of positive economics”. This essay argued that the
main point of contrast between the two lay in the Marshallian use of economic
theory as “an engine of analysis” that permitted empirically testable hypotheses
about real world economic phenomena to be formulated, and the Walrasian
quest for an analytic framework general enough to encompass essentially any
possibility. Obviously, on this criterion, the economics of Keynes’s General
Theory, with its strong hypotheses about the stability of the consumption
function, the volatility of the marginal efficiency of capital, the sensitivity of the
demand for money to the rate of interest, and so on, is as thoroughly
Marshallian as the general equilibrium theory of Value and Capital is Walrasian,
and it is hardly surprising that the bodies of literature that followed on from
them would prove hard to square with one another.”

Even so, by the 1950s, the phrase “Keynesian economics” had come to
refer not so much to a system built around Keynes’s own specific empirical
hypotheses, but around the IS-LM model, a formal framework which could
accommodate those hypotheses to be sure, and generate results that bore a
reasonable resemblance to what Keynes had claimed them to imply as well. But
the I1S-LM framework was a general equilibrium model of sorts that could also
accommodate other hypotheses which yielded very different predictions.”
Though IS-LM was certainly not a model in the tradition of Walras in any strict
sense, some of its exponents were beginning to deploy it in ways that any
follower of Friedman would characterise as Walrasian, and it was hardly
surprising that economic theorists working along such lines would begin to
explore its logical relationship to traditional general equilibrium theory. That is
how the search for the micro-foundations of macroeconomics, to which
Leijonhuvfud contributed so much, seems to have begun, and two names stand
out among those who preceded him, Don Patinkin (see eg. 1956) and Robert
Clower (see eg.1965).

The Patinkin-Clower contribution

The typical general equilibrium model of fifty years ago dealt with an economy
with a given endowment of productive resources, inhabited by utility-
maximising households and perfectly competitive profit maximising firms, and
its analysis showed (among other things) that the resources in question would be

*And the fact that Hicks (1937) had a major role in its creation and popularization makes it tempting to speculate
that there was a micro-general-equilibrium influence at work there from the beginning. However, the immediate
influence on Hick’s creation of the famous diagram seem to have been Roy Harrod and James Meade. On this
See Warren Young (1987)
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fully utilised if a set of relative prices ruled in the system that rendered the
decisions of each agent compatible with those of all others, this even if the
information available to each agent concerned only those prices, (as well as its
endowments of resources, its own tastes - if household - or the technology
available to it - if a firm).

The typical IS-LM model, on the other hand, was largely devoid of
explicit maximising foundations, dealt with a world in which one input, labour
(or two if account was taken of an exogenously given capital stock) produced a
single good. In that model the nominal wage level was constant, and agents also
faced a portfolio decision which was usually reduced to one about holding a
stock of nominal money (whose supply was exogenously fixed). Such a model
could, and typically did, generate a solution in which some labour remained
unemployed. Two salient characteristics in particular differentiated these
systems, each of which, be it noted deals with the behaviour of the economy as a
whole: the absence of money from the first of them, and the capacity of the
second to generate unemployment.

Patinkin’s main contribution to their reconciliation was to find a way of
introducing nominal money into the general equilibrium system, which he
accomplished by including real money balances in agents’ utility functions, and
allowing a “real balance effect” driven by a modicum of price flexibility to
ensure that the model generated a stable equilibrium price level. But he also
showed that the logical properties of his model implied that, if unemployment
was to occur, the labour market in his system must have settled at a point of
market disequilibrium, off and inside its demand curve for labour.

Clower, on the other hand, emphasised the contrast between the behaviour
relations implied by a standard Walrasian general equilibrium model, where
quantities responded to prices, and a key relationship of the standard 1S-LM
model, in which one quantity, consumption, varied with another, income. He
then argued that the latter only made sense if agents were trading at false prices,
prices other than those compatible with general equilibrium. Specifically, he
argued that, if households were unable to sell all the labour they intended at the
going real wage, they would simultaneously be unable to fulfill their
consumption plans, and that their actual consumption would then be constrained
to vary with income. The general equilibrium model enabled notional demand
and supply curves to be generated, but the plans implicit in them could only be
accomplished if market clearing prices ruled. If they did not, then actual
behaviour would be driven by effective demand and supply curves in which
quantities figured as arguments.

Patinkin’s analysis of the labour market, and Clower’s of the goods
market were complementary to one another, and implied that micro-economic
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foundations for IS-LM macroeconomics were to be found in the hypothesis that
trading could indeed take place at non-market clearing prices, and, second, in its
implication that an initial shock to the system would then set in motion quantity
dynamics, an income constrained process, in which deviations from full
employment equilibrium were amplified rather than damped.

Such interactions were, of course, amenable to explicit modelling based
on maximising premises, and one product of the Patinkin-Clower enterprise was
an extensive formal literature whose highlights include Barro and Grossman
(1976) and Malinvaud (1977), but whose details need not concern us in this
paper. Suffice it to say that the easiest way to build models in which trading
takes place at false prices is to hold prices constant, and that more and more
elaborate systems built upon this assumption rapidly ran into diminishing
returns. The literature in question rigorously established the existence of the
linkages between general equilibrium analysis and 1960s style macro-theory that
the insights of Patinkin and Clower had postulated, and generalized them as
well. To this extent it was important, but its significance was to help bridge an
existing gap between two already well established research agendas, rather than
to create a foundation for any new work.

Leijonhufvud, Keynes and Marshallian microeconomics

Leijonhufvud’s work should be seen as a search for an alternative and
potentially more fruitful way forward from the Patinkin-Clower insights. He
assiduously avoided the trap of reducing trading at false prices to trading at
fixed prices, so his work had an immediate claim to relevance when it came to
analysing the interaction of money prices and quantities over time, a problem
that was attracting increasing attention as the great inflation that began the mid-
1960s gathered momentum; and crucially, his way of establishing
microeconomic foundations for a macroeconomics descended from Keynes’s
very Marshallian General Theory was to seek them, not in contemporary
Walrasian microeconomics, but in the equally Marshallian microeconomics that
Keynes had worked with, and from which 1S-LM analysis had become detached.

This Marshallian microeconomics, though already overshadowed by its
Walrasian challenger, had not quite disappeared fifty years ago. Indeed it
figured prominently in Friedman’s (1953) essay on “Positive Economics”
already referred to above, where the main example cited of the advantages of the
pragmatic Marshallian approach to economic theory was the theory of perfect
competition, whose empirical content Friedman favourably contrasted with
monopolistic competition, for him the epitome of Walrasian vacuousness.
Nowadays, it seems odd to characterise perfect competition as Marshallian,
because we are used to defining it as a state of affairs in which all agents are
price takers, who respond to market clearing prices set by an entity known as the
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Walrasian auctioneer. But Friedman’s view made excellent sense at a time
when perfect competition’s defining characteristic was still regarded as being
the absence of any interdependencies among individual firms’ roles in the price
formation process that would rule out the use of supply and demand analysis at
the level of the industry, and when the every-agent-a-price-taker assumption
remained to be examined.’

Friedman was, that is to say, writing before Kenneth Arrow’s (1959)
observation that, if every agent was a price taker, then no-one was left to set and
change prices, and therefore before the above-mentioned fictitious auctioneer
became a central player in microeconomics, whose specific task was to resolve
this paradox. Leijonhufvud, on the other hand, was writing in the immediate
wake of these development, and was fully conscious that they seemed to render
the Walrasian theory of competitive markets totally unhelpful for analysing real
world price adjustment processes. But he was also aware that the older
Marshallian conception of competition that had underlain Keynes’s
macroeconomics left space for prices to be adjusted without the help of an
auctioneer; and he saw that modern theories of market search, such as were
being developed, among others, by his colleague Armen Alchian were perhaps
able to fill this space and in a way that would allow the Patinkin-Clower insights
about the consequences of trading at false prices to be placed on a firmer
theoretical footing.

Leijonhufvud summarised the point in an AER article published shortly
before his book, (explicitly citing Arrow 1959 and Alchian and Allen 1964)’

Walras’ auctioneer is assumed to inform all traders of the prices at which
all markets are going to clear. This always trustworthy information is
supplied at zero cost. Traders never have to wrestle with situations in
which demands and supplies do not mesh; all can plan on facing perfectly
elastic demand and supply schedules without fear of ever having their
trading plans disappointed. all goods are perfectly ‘liquid,” their full
market values being at any time instantaneously realizable. Money can be
added to such models only by artifice.

Alchian has shown that the emergence of unemployed resources is a
predictable consequence of a decline in demand when traders do not have

®The contrast between Marshall and Walras’s approach to economics was much discussed in the 1950s and early
1960s, and | am far from sure that everyone who drew a line between the two did so in the same place. It would
be interesting to investigate this matter further. It is also worth noting that partial equilibrium microeconomics
retained a strong position in introductory textbooks long after intermediate and advanced micro-theory had been
taken over by the general equilibrium approach.

"Alchian and Allen were, like Leijonhufvud, members of the UCLA economics department. They were probably

unwise to publish important and original analysis for the first time in an introductory textbook, if they wanted to
maximise its exposure among their professional colleagues..
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perfect information on what the new market clearing price would be. The
price obtainable for the services of a resource which has become
“unemployed” will depend upon the costs expended in searching for the
highest bidder. In this sense the resource is “illiquid”. . .Reservation price
will be adjusted gradually as search continues. Meanwhile the resource
remains unemployed. To this analysis one need only add that the loss of
receipts from its services will constrain the owner’s effective demand for
other products - a feedback which provides a rationale for the multiplier-
analysis of a system of atomistic (“competitive”) markets. (1968b, as
repr.1981, p. 6)

The account of the problems associated with finding new equilibrium
prices given in the first part of this quotation is more elaborate than those that
Keynes frequently offered his readers, but it does not differ in substance from
them. Leijonhufvud’s claims that the Economics of Keynes was informed by a
microeconomic analysis of decentralised markets that did not rely on the
auctioneer were thus surely correct, though it is less clear that Keynes was
sufficiently aware of the alternative to have self-consciously rejected it.® The
following passage, taken from the Treatise on Money, is typical of several
discussions there and in the General Theory, of the difficulties faced by agents
in such markets when prices must change to keep them cleared.

Under a socialist system the money rate of efficiency earnings of the
factors of production might suddenly be altered by fiaz. Theoretically, I
suppose it might change under a system of competitive individualism by
an act of collective foresight on the part of entrepreneurs in anticipation of
impending monetary changes, or by a coup de main on the part of trade
unions. . . In existing circumstances, however, the most usual and
important occasion of change will be the action of entrepreneurs . . . in
increasing or decreasing the volume of employment which they offer at
the existing rates of remuneration . . . and so bring about a raising or a
lowering of these rates. (1930, I, p. 141), italics in original)”

Inter-temporal co-ordination

As Leijonhufvud was at pains to argue, what mattered for setting in motion
cumulative fluctuations in expenditure and employment was not that prices
should be rigid, but only that should move sufficiently slowly to permit trading
at non-market-clearing prices to get under way. Indeed, as the passage quoted

®Whether Keynes was actually self-conscious about rejecting the services of an auctioneer, however, seems
doubtful. Concern with this entity’s role in the market-place was very much a phenomenon of the 1960s, though
he did, as Leijonhufvud (1968a, pp. 68 et seq.) was well aware, appear in the work of Edgeworth though not of
Walras.
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earlier makes clear, it was an essential characteristic of his analysis that the
quantitative consequences of trading at false prices would arise from the very
same dynamic processes that would drive variations in those prices. It was partly
on this basis that Leijonhufvud argued that fixed price 1S-LM exercises not only
seriously misrepresented the economics of Keynes but, more generally, were
inadequate for analysing the behaviour of any market economy; but only partly.
He also strongly criticised the appropriateness of the 1S-LM model’s treatment
of output as consisting of a single good. The distinction between consumption
and investment goods was, he suggested, crucial.’

Not only did a chronic inability of the price of capital goods to find and
maintain its right level relative to that of current consumption lie at the heart of
Keynes’s explanation of the market economy’s inability to maintain full
employment, but that explanation was also basically correct. Any shock which
required that this relative price should fall to re-equilibrate the system would
initially create a shortfall of the nominal demand price of capital goods from
their supply price, and set in motion a cumulative contraction of output.
However, the required relative price adjustment could not necessarily be
accomplished by a fall in money wages (even if these were capable of rapid
adjustment) because this would also cause the money price of consumption
goods to fall. What was needed was a fall in the rate of interest that would cause
the current demand price of capital goods to rise. But, argued Leijonhufvud,
“Once the income-constrained process had been allowed to gather momentum . .
.expectations would no longer be such as to sustain full employment even in
conjunction with a ‘metastatically right’ interest rate” (1968a, p. 340)

And so, in his view,

Keynes’ diagnosis of the conditions leading to a downturn in activity
focussed on the relation between the money prices of non-money assets
[i.e., investment goods] and the money wage rate. If this relation was out
of line, . . . he put the *blame’ on too low asset values as a rule, not on too
high wages. The conclusion is that deflation will help only if it changes
this relative price in the appropriate direction, i.e., only if it cures the
malady that underlies the emergence of excess supply of commodities in
the first place (1968a, pp. 341-342, italics in original)

And to repeat, in Leijonhufvud’s interpretation of Keynes, that malady lay in a
misaligned relative price of investment and consumption goods, with a
concomitant failure of market mechanisms to co-ordinate the allocation of

%Leijonhuvfud would later write a seminal study of the earlier history of inter-temporal allocation issues, namely
“The Wicksell Connection”, (1981b). The relationship between his 1960s views on Keynes’s role in developing
the analysis of this problem is yet another important topic which lies beyond the scope of this paper.
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resources over time; and cumulative output fluctuations, driven by income
constrained dynamics, were the market economy’s response to this failure.
Obviously, a single good IS-LM model could not be used even to formulate this
idea, let alone evaluate it.*°

Now Keynesian Economics and the Economics of Keynes presented two
challenges for its readers. First, as a work in the history of economic thought, it
repudiated 1S-LM analysis as an interpretation of Keynes’s General Theory, and
proposed an alternative version of that book’s central message; Second, as a
contribution to economic theory, it proposed the abandonment of this same IS-
LM model in favour of an approach, which, being based on the analysis of
trading at non-market-clearing prices, reduced then standard microeconomics to
a special and not very interesting case of an altogether broader framework. In
short Leijonhufvud argued that macroeconomics had gone off on the wrong
track because Keynes’s interpreters had failed to understand him, that the
perplexing gap between the macro and micro components of then contemporary
economic theory referred to earlier this paper had been a direct result of this, and
that the gap in question could not be bridged without fundamental revisions to
both micro and macro theory.

A full treatment of this extraordinarily ambitious book’s significance for
the development of economics would have to assess both the validity of its
claims about the discipline’s past, and the success of its proposals for the
subject’s future, and there is not space here to do both. The balance of this paper
will therefore deal only with the latter topic, and only certain aspects of it into
the bargain.

Monetarism

Co-incidentally, the word monetarism was introduced into the mainstream
vocabulary of economics by Karl Brunner in (1968), the same year in which On
Keynesian Economics and the Economics of Keynes was published, and
ultimately it would be developments springing from this doctrine that would
prevent Leijonhuvfud’s ideas having their intended impact on the future course
of economic theory. Monetarism was not new in 1968, of course.'* On the

The reader will note that Leijonhufvud’s interpretation of the essentially dynamic nature Keynes’s central
message rests heavily on material that appears in Chapter 19 of the General Theory and plays little role
elsewhere in the book, and as he himself noted, though that message was about dynamics “Keynes’ model was
static” (to which this author would add, and was not badly summarised in the IS-LM model, which is why so
many readers found versions of it in his book. On this, see Laidler 1999, ch. 12)

Karl Brunner too was a member of the UCLA department in the 1960s, and it is therefore probably no accident
that his version of monetarism paid more attention to the information problems that lay at the heart of monetary
economics than did Friedman. See Brunner and Meltzer (1971) The history of the UCLA department’s
contributions to monetary economics during this period would make a fascinating study.
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contrary, the appearance in March of that same year of Friedman’s AEA
presidential address on “The Role of Monetary Policy” (of which more below)
put in place the capstone of an intellectual edifice that had been under
construction at least since the publication Studies in the Quantity Theory of
Money in 1956.

As Leijonhufvud himself would later note “By the mid-sixties, . . .
.macroeconomics was drawing most of its excitement from the challenge posed
by ... the *‘monetarist’ or ‘new-quantity’ theory of Friedman, Schwartz, Cagan,
Brunner and Meltzer” (1976, repr. 1981, p. 316), and this was an alternative and
parallel expression of dissatisfaction with orthodox LS-LM macroeconomics to
that represented by his own work. But where Leijonhufvud’s research agenda
centred on matters of economic theory, monetarism was more concerned with
practical policy and the empirical evidence upon which it might be based.
Initially too, they emphasised different economic phenomena, income and
employment fluctuations and inflation respectively, a factor which Harry
Johnson would still argue as late as 1971 made monetarism inherently less
interesting to mainstream economics.

But there was more to monetarism than the revival and refinement of the
quantity theory of money as an explanation of inflation. Thomas Mayer’s
organised his still definitive (1975, repr. 1978) survey of the doctrine around
twelve defining characteristics, three of which are particularly noteworthy in the
current context, namely “. Belief in the inherent stability of the private sector. . .
. Irrelevance of allocative detail for the explanation of short-run changes in
money income, [and] . .. Focus on the price level as a whole rather than on
individual prices” (p. 2). In his contribution to the symposium that Mayer’s
paper inspired, Benjamin Friedman (1978, p. 96, fn.3) noted in passing that the
monetarist debate had not intersected with Clower and Leijonhufvud’s work,
and this is surely not surprising. Their emphasis on the importance of allocative
detail and relative prices for understanding macroeconomic fluctuations, not to
mention their insistence on the private sector’s vulnerability to income
constrained dynamics that tended to amplify shocks, set their work far apart
from that doctrine. Nor did it have any point of contact with the characteristic of
monetarism that Mayer put at the very top of his list, namely its deployment of
“The quantity theory of money in the sense of the predominance of the impact of
monetary factors on nominal income”

As we have seen, Leijonhufvud was concerned with the logic of economic
theory as it was then expounded, and as it appeared in Keynes’s work; but at a
time when “positive economics” was popular and “monetarism” seemed to be
based on its precepts, many among his readers would be bound to judge his
work not so much on the basis of its logical coherence and scholarly accuracy,
as on its empirical relevance. His version of the Economics of Keynes was,
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however, firmly based on the presumption that the experience of the inter-war
years in general, and of the United States in the 1930s in particular, had
demonstrated that market economies were inherently unstable, and that it was
the task of economic theory to discover just where their flaws lay. Hence,
monetarism’s assertion of the inherent stability of the private sector challenged
not only IS-LM orthodoxy, but Leijonhufvud’s work too, and it was supported
by (among other evidence) a specific and detailed re-interpretation of the causes
of the Great Depression in the United States.

The full impact on economics of chapters 7 - 9 of Friedman and
Schwartz’s (1963) Monetary History of the United States, which dealt with the
1930s, was slow to be felt."”” Their immediate message about economic history
was that the downturn with which the Depression had begun in 1929 had very
likely been provoked by monetary tightening, and that the economy’s
subsequent catastrophic contraction had been caused, not as orthodoxy had it, by
some exogenous collapse in the marginal efficiency of capital that monetary
policy had been powerless to offset, but by colossal ineptitude on the part of the
Federal Reserve; and. Leijonhufvud did in fact refer to the Monetary History’s
diagnosis of the role of monetary contraction in bringing on the initial downturn
in late 1929.

“Keynes [as author of the Treatise on Money] would have concurred with
Friedman and Schwartz.in all essentials of their critique of Federal
Reserve policy in this period [the late 1920s] and in attributing the onset
of the Great Depression to the period of tight money preceding the actual
downturn in activity, although he would, as usual, have conducted the
analysis in terms of interest rates and “credit conditions’ rather than the
stock of money” (1968a, p. 286)

but did not refer to what Friedman and Schwartz had to say about the Great
Contraction itself in that book, nor to the broader implications of their re-
interpretation of economic history for macroeconomic theory.*?

Those implications were nevertheless of profound significance, for if the
cause of the Great Contraction had been an avoidable monetary disturbance, did
not that perhaps suggest that market economies which were not subject to such

12As Susan Howson has impressed upon me. Note also that we are now more conscious than were readers of the
1960s of the work of some of Friedman and Schwartz’s predecessors, and it is hard now to appreciate just how
radical it seemed at the time, and strong was its impact. Lauchlin Currie’s work, for example, had largely been
forgotten, though he had published an article entitled “The failure of monetary policy to prevent the depression
of 1929-1932" in the JPE in 1934, surely a title that tells its own story. On the reaction of American economists
to the Great Depression, See Laidler (1999, ch.9).

BThough he did refer briefly to these matters in later lectures given at the Institue for Economic Affairs in
London, England in 1969 , See (1969, repr. 1981, p.42)

32



policy disturbances were well capable of coping with the allocation of resources
over time and therefore inherently stable after all? If this was indeed the case,
then the conventional interpretation of economic history that had motivated
Leijonhufvud’s work (and much else) was misguided, and though interesting as
doctrinal history and economic theory, was it not also empirically irrelevant?

It was not until the early 1970s that these deeper implications of Friedman
and Schwartz’s work began to sink in among economists in general, and
Leijonhufvud addressed them indirectly in his 1973 (repr. 1981) paper on
“Effective Demand Failures”. There he faced up to what he had by then come to
recognize as a weakness of his earlier work, namely that it seemed to make
economic instability all too inevitable. He now declared that “. . .the central
issue of macroeconomics is - once again - the extent to which the economy, or at
least its market sectors, may properly be regarded as a self-regulating system?
How well, or badly, do its ‘automatic’ mechanisms perform?” as a prelude to
exploring the properties of the corridor of stability within which various
mechanisms that he had earlier ignored or downplayed might be at work. These
included the capacity of inventories, not least inventories of money and financial
assets, to interfere with the mechanics of income constrained processes so as
dampen deviations from full employment caused by various shocks.

Newclassical microfoundations and Occam’s razor

This paper provoked little response.** By the mid-1970s, a new approach was
beginning to take hold of the micro-foundations research agenda..Where
Leijonhufvud’s Economics of Keynes had investigated the non-Walrasian
microeconomics of an economy that was presumed to be unstable, and had
perhaps explained more instability than the world in fact displayed,
Newclassical economics went to the opposite extreme. Building upon
monetarism - indeed James Tobin (1981) would label it Monetarism Mark 2 - it
investigated the macroeconomic properties of a system in which Walrasian
micro-mechanisms were presumed always to work, and which could only be
disturbed by arbitrary shocks administered by erratic monetary policy.

The rise to popularity of this approach has a number of explanations. First
of all it had an element of empirical plausibility. Not only had Friedman and
Schwartz re-interpreted the Great Depression as a consequence of monetary
policy, but by the early 1970s, memories of it were fading under the influence of
a quarter century of rather stable expansion at more or less full employment; and
closely related, inflation, in Harry Johnson’s (1971) judgement, the policy

14 peter Howitt’s (1978) paper was a notable exception
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problem to whose analysis monetarism was in any event best adapted was
becoming a serious issue.

But these empirical issues were of secondary importance when compared
to the influence of theoretical developments, particularly the discovery of the so-
called expectations augmented Phillips curve. This was not an exclusively
monetarist creation, for Edmund Phelps (1967) was one of its important
originators, but Friedman (1968) used it to establish two quintessential
monetarist propositions: namely, that the permanent inflation-unemployment
trade off with which exponents of IS-LM Keynesian Economics were by that
time routinely supplementing their analysis, was at best a short-term
phenomenon, and that monetary policy’s only long term effects were on the
inflation rate. In other hands, moreover, though curiously not in Friedman’s
own, the expectations augmented curve began to fill the role of the “missing
equation” that monetarist analysis had long needed to allocate the quantity-
theoretic effects of money growth on money income between its real-income
and price level components.

The rich literature that in the late 1960s examined potential
microeconomic foundations for this relationships still awaits careful attention
from historians of economic thought, but it should at least be noted here that
Leijonhuvfud’s deployment of Armen Alchian’s search theoretic analysis of
non-Walrasian market processes was one candidate, but not the one that
ultimately won out.” Instead Robert E. Lucas’s (1972) thoroughly Walrasian
aggregate supply curve interpretation of the curve, coupled with his application
to it of John Muth’s rational expectations concept, found broad acceptance; and
this was quickly cemented not just by his own subsequent work (1976) on its
application to econometirc policy modelling, but also by that of Thomas J.
Sargent’s (1973) on its implications for Friedman’s natural unemployment rate
concept, and of Sargent and Neil Wallace (eg. 1975) demonstration that it
permitted monetarist scepticism about systematic monetary policy’s ability to
affect anything other than the inflation rate to be put on firm maximising
foundations.

Citing subsequent papers by Lucas, Harry Johnson (1976, repr. 1978))
explained why Leijonhuvfud’s approach failed to catch on in the following
terms * It is virtually impossible to find a simple and comprehensive
mathematical device for converting a general equilibrium system of
mathematically formulated relationships into a fruitful technique for the study of
persistent ‘disequilibrium’ and “market failure’.” (p. 244), and he elaborated the

Such a study should begin with the famous “Phelps volume” ( Phelps et al. 1970). Phelps (1974) characterised
the main purpose of Leijonhufvud’s book as being to establish a connection to the General Theory for the
literature in question, surely too narrow a characterisation of its significance.

34



point in a footnote “The essential problem is that it is virtually impossible to
invent a plausible mechanism that leaves the economy in disequilibrium with
unexploited possibilities for profits or increased labour incomes, and at the same
time specifies exactly how the economy will respond to a change in profit or
labour income opportunities” (p. 244, fn) Johnson’s point was a sobering one,
for it amounted to saying that to give up Walrasian foundations in order to study
macroeconomic phenomena seemed also to require their abandonment when
allocative issues were to be discussed, if the analytic consistency of economic
theory was to be preserved, and that there was no workable alternative available
to permit this shift.

The abandonment of Walrasian general equilibrium theory as a basis for
the study of the economics of allocation was too large a sacrifice to contemplate,
and perhaps the discipline might have chosen to live a little longer with what
was by then an all too obvious inconsistency between its macro and micro
branches, had not Lucas’s work seemed to render this unnecessary. Here it was
not so much its theoretically compelling treatment of information processing as
an exercise in maximising behaviour that mattered as its extremely attractive
capacity to reconcile the co-existence of fluctuations in quantities as well as
prices with continuously clearing Walrasian markets.

In the conventional Keynesian economics that Leijonhufvud had attacked,
quantities varied in response to demand shocks because prices did not vary at
all, and in his version of the Economics of Keynes, they varied because prices
did not vary instantaneously. But both approaches simply took it for granted
that, if prices were instantaneously flexible, quantities would always remain at
their full employment level. In Leijonhufvud’s words *“Perfect knowledge and
absence of any costs connected with the act of changing price (or rate of output)
would enable the traders in an atomistic market to detect and move
instantaneously to the new price equilibrium following a disturbance” (1968a, p.
69). Perfect knowledge was to him synonymous with the presence of a
Walrasian auctioneer in the market place, and trading at false prices the
inevitable consequence of his absence.

Lucas, on the other hand kept the auctioneer in place but limited his
activities. Specifically, he still let him set prices that would keep markets cleared
but prevented him from informing agents about them. They had to estimate
relative prices by applying knowledge of a true model of the economy in which
they operated to information about the time series properties of the monetary
disturbances to which it was subject (both of which they were assumed to have)
and information about particular money prices culled from the markets in which
they were sellers. Thus Lucas logically separated the phenomenon of limited
information from the mechanics of price formation; and in so doing, he
demonstrated that limited information problems that did not imply price
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stickiness were nevertheless sufficient to generate quantity variations even in the
presence of complete price flexibility.

In short, Lucas showed that neither Keynesian Economics nor the
Economics of Keynes was needed to explain what seemed to be the salient facts
of macroeconomic experience, because the addition to a Walrasian general
equilibrium model of the right assumptions about agents’ limited information
was sufficient to do so. Lucas’s model, if it was to be taken seriously as an “as
if” representation of a real world in which there was no auctioneer, amounted to
arguing that markets would be kept cleared, not just by the collective foresight
of entrepreneurs acting in anticipation of impending monetary changes as
Keynes (1930, p. 141) had suggested when stretching for an example, but also
by those entrepreneurs’ ability to take account of the errors into which
imperfections in that foresight would collectively lead them. But far fetched
though it was, even on an “as if” basis, it implied nevertheless that a separate
macroeconomics was logically unnecessary for the explanation of output and
employment fluctuations, and that Walrasian microeconomics was sufficient as
a basis for all economic theory. Economists in large numbers began to reach for
Occam’s razor, and both IS-LM style Keynesian Economics and Leijonhufvud’s
Economics of Keynes were quickly cut adrift. In short, Walrasian economics
seemed to have won the third and final battle with the Marshallian alternative."

A postscript on inflation and disequilibrium

As a matter of logic, to show that it is not necessary to refer to a specific factor
when explaining a phenomenon does not also demonstrate that factor’s
irrelevance, and as Harry Johnson warned in his review of The Monetary
History of the United States, Occam’s razor ought not to be used to “cut the
throat of empirical research”. Thus, though in the 1970s and 1980s, it was very
difficult to get serious attention paid to any analysis of output fluctuations that
either relied on price stickiness and/or postulated information problems that did
not square with the idea of rational expectations, Marshallian pragmatism turned
out still to have some life left in it when it came to coping with the economics of
inflation.

As we all know, it is very difficult to find a place for money in an
economic model in which markets always clear, which is why work in the
Newclassical tradition expended so much energy on cash-in-advance

'°As with Friedman and Schwartz (1963), it took some years for the full significance of Lucas’s contribution to
be fully appreciated. As we have seen, even so notable a contributor to the Newclassical literature as Robert J.
Barro would later become was still publishing on the economics of fixed price equilibrium models as late as
1976.
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constraints, and overlapping generations models.'” For many applications,
perhaps this did not matter, but, hardly surprisingly, investigations of the
consequences of a falling value of money that began from premises that money
had no serious work to do in the first place were hardly likely to find these to be
important. The best that they could do to capture the idea that inflation was
costly - and everyday experience demonstrated beyond any reasonable doubt
that it was, extremely so - seemed to be to follow Friedman (1969) in deploying
Patinkinesque formulations of the demand for money that relied on putting real
balances in the utility function, or to revert to Baumol-Tobin style models of
transactions costs in asset markets; but these rather arbitrary fixes implied that
the costs of inflation were merely a matter of “shoe-leather”, barely worth
considering when weighted against likely unemployment costs of reducing it, as
James Tobin (1972) was quick to point out

The basic trouble here was that, in a Walrasian framework, the costs of
inflation at best could be assessed on the assumptions that it was “fully
anticipated” and that markets for goods and services continued to clear. Because
such an approach trivialised money in the first place, it also trivialised any
disorder of the monetary system, inflation included. It is surely no accident that
Leijonhufvud (1977a & Db, repr. 1981), a recent exponent of a Marshallian
approach to microeconomics that left space for market disequilibrium, was
quick to recognise these problems, and to propose an alternative line of attack,
grounded in an institutionalist vision of the phenomena of monetary exchange
that encompassed its essential role in the workings of the market economy.
From this viewpoint it was easy to organise ideas about how inflation not only
undermined money prices’ ability to transmit information and incentives to
agents, but also arbitrarily redistributed the property rights on whose security the
very workings of voluntary exchange depend in the first place.

There is not space here to give Leijonhufvud’s work on the costs of
inflation the attention it warrants, but let me offer two conjectures. First, |
suspect that a careful study of the subsequent literature on these issues, that
finally led to policy makers taking them seriously enough to begin to tackle
inflation in the 1980s, will show that it had a seminal influence on them; and
second, | also suspect that a comparison of Leijonhufvud’s earlier work on the
disequilibrium microeconomics of employment fluctuations with his later
analysis of inflation’s capacity to disrupt the workings of market mechanisms
will reveal close analytic connections between them.

Leijonhufvud himself did not stress these connections; his 1977 paper on
inflation started from institutions rather than micro-theory, and when he

"The cash in advance constraint was originated by Clower (1967) The uses to which Newclassical economics
put it were not among those that he had in mind for the idea.
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developed its ideas further in his much under-appreciated work with Daniel
Heymann on High Inflation (1995), it was once more these factors, not to
mention a great deal of empirical evidence about what actually happens in
markets under such conditions that took centre stage. But, recall Harry
Johnson’s Lucas inspired objection to Leijonhufvud’s disequilibrium dynamic
reconstruction of the Economics of Keynes: “it is virtually impossible to invent a
plausible mechanism that leaves the economy in disequilibrium with
unexploited possibilities for profits or increased labour incomes, and at the same
time specifies how the economy will respond to a change in profit or labour
opportunities”. Does not Leijonhufvud’s subsequent work on inflation imply the
following pragmatic response to this criticism? “Quite so: that is because once
disequilibrium takes hold of a monetary economy, markets stop working. If we
want a world to which the special case of Walrasian general equilibrium theory
can be applied, we had better have policies that prevent this happening”. And
dare | conclude this essay by suggesting that this would be a very pragmatic,
even Marshallian, comment on the limits to that theory’s usefulness, and express
the hope that it might also meet the approval of the author of On Keynesian
Economics and the Economics of Keynes?
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Milton Friedman is a rarity, an economist whose name is widely recognised
among the general public but who is also acknowledged within his discipline as
having made contributions to it of lasting importance. In the twentieth century,
only John Maynard Keynes has a claim - by no means undisputed - to a higher
rank than Friedman as a public figure and economic scientist. The reputations of
the two are, furthermore, deeply intertwined within the evolution of macro-
economics - that branch of the subject that deals with the behaviour of the
economy as a whole. In the late 1930s, with the Great Depression still hanging
over the world’s market economies, Keynes was pivotal in the very creation of
macro-economics as a separate sub-discipline, and his work also helped to direct
it in a particular policy direction. Beginning in the 1950s, Friedman would play
a key part in bringing about a radical re-assessment of macro-economics’ central
scientific tenets, not least as they appertained to the explanation of the Great
Depression, and of their policy implications too. And yet, as | shall argue in due
course, Friedman and Keynes belong to the same intellectual tradition in
economics - that associated with Alfred Marshall. This tradition has lately fallen
into neglect, and ironically so, since this has come about, in some measure,
because of Friedman’s work.

Friedman’s generation of economists came to intellectual maturity during
the Great Depression, and it would have been natural for him to have been
concerned with macroeconomic questions from the very outset of his career.
Anecdotal evidence (see, for example, Friedman and Friedman 1998, p. 81,
fn).suggests that, initially, he was a rather uncritical supporter of Franklin
Delano Roosevelt’s “New Deal” - in its own right, a largely independent source
of many of the dirigiste policy ideas that in the post-war years would come to
be labelled “Keynesian” - but among his earliest academic interests were pure
microeconomic theory and mathematical statistics. As | shall now argue, when
Friedman began to help transform macroeconomics in the 1950s, it was by
bringing his expertise in these areas to the very centre of the study of
consumption behaviour, a topic which had also engaged his attention from the
1930s onwards. His1957 monograph A Theory of the Consumption Function
was by no means his first publication on either the economics of consumption in
particular, or macroeconomics in general, but it is utterly central, both to his
own work and to the evolution of the discipline, so that is where | shall begin
this account of his contributions. Only when | have dealt with it shall | pass on
to his work on monetary theory, monetary history, and monetary policy.

The Consumption Function

Keynes’s 1936 General Theory sought to explain the occurrence and persistence
of large scale unemployment, and it did so in a way that proved readily
amenable to a degree of simplification that, by the 1950s, was making it the stuff
of intermediate and even elementary textbooks. The overall level of
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unemployment, so it was said, varied with the economy’s real output (), which,
when resources were unemployed, was able to respond more or less passively to
satisfy the demand for goods and services. This demand, in turn, came from
three sectors of the economy: households (consumption, C), firms (investment,
I) and the government (government expenditure, G).

Investment was said to be largely autonomously determined by the
“animal spirits” of firms, unstable over time, and sufficiently impervious to
influence from monetary policy that even the reasons why this might be so could
be safely neglected in elementary expositions. Households were said to divide
their incomes between consumption and saving according to a “fundamental
psychological law” - Keynes’s own phrase (1936, p.96) - that saw a stable
fraction (c, called by Keynes the marginal propensity to consume) of changes in
income spent on goods and services. Since, at the level of the economy as a
whole, the real value of output was paid out to households as real income, this
simple system could be written down as follows

C=a+cY (1)
Y=C+I1+G (2

and then solved to yield the famous proposition that output was a stable multiple
of autonomous expenditure.

Y=[a+1+G][1/(1-c)] (3)

This extraordinarily simple system was used to convey particular
empirical propositions about the workings of the economy, from which a
specific policy message seemed to follow: namely, that as investment fluctuated,
so would income and employment; that these fluctuations could be offset by
countervailing shifts in government expenditure; and that it was therefore the
task of government to take responsibility for creating and sustaining the full
employment that the market economy was unable to achieve unaided. Of course,
this bare bones model could be, and was, much elaborated in many directions.
Taxation could be introduced, as could monetary factors, or open-economy
complications, the assumption that investment expenditure was simply
autonomous could be softened in many ways, not least by making it a function
of the rate of interest, the model could be dynamized by the introduction of time
lags, etc. etc. But, so long as monetary factors were downplayed and the
resulting systems were anchored by the “fundamental psychological law” that c,
and therefore the multiplier [1 / (1 - ¢)], was an empirically stable parameter,
they conveyed the same messages as did its elementary prototype.
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Now, quite independently of Keynes, the 1920s and 1930s had seen a
rapid growth of explicitly empirical economics.® Data were systematically
collected, and a wide variety of statistical techniques began to be developed to
analyse them. The National Bureau of Economic Research (NBER), closely
associated in the 1930s with Columbia University was at the forefront of such
efforts in the US. Friedman took courses from the Bureau’s founder Wesley C.
Mitchell while a graduate student at Columbia., and his Ph.D thesis, which
extended work originally begun by Simon Kuznets and was supervised by
Mitchell’s collaborator and successor as the Bureau’s director, Arthur F. Burns,
was published by the Bureau in 1943, with Kuznets as joint author, under the
still well-known title, Income from Independent Professional Practice.
Friedman’s abiding respect for data, and his insistence that economic models are
there to explain them, mark him as an heir to the NBER tradition, as indeed do
some of his specific empirical techniques, which often differed from those that
would in due course come to dominate orthodox econometrics.*

More to the point under discussion here, so too does his familiarity with
the difficulties that empirical economists were having with Keynes’s stable
psychological law. Consumption did indeed seem to vary as a fraction of
income, but the quantitative relationships involved were problematic, and much
work on these matters was done under NBER auspices. Over the “long run” of a
few decades, the consumption-income relationship seemed to be one of strict
proportionality with, to put matters in terms of equation (1), ¢ being stable and
positive and a being equal to zero . Over shorter periods ¢ seemed smaller, and a
to be positive but shifting up over time. So already there was a problem, but
Keynes’s fundamental law was also supposed to apply to households in general,
and when cross section data emanating from budget studies were analysed, they
yielded a wide variety of estimates for both parameters. There is neither need
nor space here to discuss the rich literature that these empirical anomalies
generated from the early 1940s onwards, and which Allan Hynes (1998) has
carefully discussed®. Suffice it to say that many of the ingredients of
Friedman’s 1957 analysis were to be found in that literature, to which he himself
had indeed been a contributor, but that the particular way in which he then put

8In the UK indeed, these developments were hampered by Keynes’s own hostility to them
See Don Patinkin (1976)

°0On the influence of NBER methods on Friedman’s work, see in particular, J. Daniel Hammond (1996). | have
already suggested that Friedman’s macroeconomics was in a Marshallian methodological tradition. There is no
contradiction here. Though, it is often suggested that Mitchell underestimated the importance of economic theory
per se, he in fact treated it, just as did Marshall, not as in and of itself embodying scientific truth, but as a tool for
interrogating empirical evidence with a view to extracting scientific truth from it.

%But Franco Modigliani’s “life cycle” hypothesis nevertheless merits citation here as an independently arrived
atand slightly earlier variation on the same theme that Friedman developed. See for example Modigliani and
Brumberg, (1954). What Modigliani’s work lacked, relative to Friedman’s, was the seamless integration of
economic and econometric theory that marked the latter, and on which I comment below.
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them together in his Theory of the Consumption Function would not only have a
direct impact on contemporary macroeconomic orthodoxy, but would also, in
the longer run, come to be seen as a fundamental turning point in the way in
which macroeconomic theory was done.

To a generation of economists brought up to analyse the economy one
market at a time, the idea that the demand for any particular good would, ceteris
paribus, vary with income was a common-place, and | conjecture that the vast
majority of them thought of Keynes’s fundamental psychological law as a
simple generalisation of this to the level of consumption as a whole. But there is
a massive fallacy of composition here. Friedman the microeconomic theorist,
with some acknowledged help from Irving Fisher (1907, 1930), understood that
the relevant objects of choice in the microeconomics of the consumption
function had to be consumption now and in the future, and that the constraint
upon that choice was defined by income now and in the future as well as the
terms upon which it could be loaned or borrowed. On the assumption of a
perfect capital market, the typical consumer could be thought of as able to sell
his expected future income stream and purchase an annuity with the proceeds,
and it was this hypothetical annuity, the consumer’s permanent income, that
Friedman postulated to be relevant to the choice of today’s consumption.
Current consumption, the outcome of a forward looking maximising decision
about that variable’s overall time path, would only vary with current income to
the extent that variations in the latter affected permanent income. Transitory
income, the difference between permanent and current income, would have no
influence on consumption.?

Friedman the statistician then developed the implications of this
elementary microeconomic theory of consumption for the statistical theory
underlying the least squares estimation of c. Specifically, if the true model
determining consumption was

C=a +c’Y(p) +e 4)

but the model estimated by least squares regression was

?1The vocabulary of permanent and transitory components of income, their statistical interpretation as systematic
and random components of the variable, and indeed a more general analytic approach based on forward looking
maximisation, are already present in Friedman and Kuznets (1943). Given Irving Fisher’s emphasis on forward
looking maximisation, albeit in a non-stochastic environment, and the fact that Friedman (1957) draws on his
work, it is tempting to think of Friedman as self-consciously reviving the important Fisherian tradition in
American economics. However, there is no reference to Fisher in Friedman and Kuznets (1943), the capital
theory set out in Friedman’s (1962) Price Theory - a Provisional Text derives from Frank Knight, with no
reference to Fisher, while Fisher’s name appears in neither the Index nor the Bibliography of Friedman and
Friedman (1998). Without discounting it totally, therefore, one should not over-emphasise a direct Fisherian
influence on Friedman. | am grateful to Perry Mehrling for discussion of this issue.
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C=a"+c"Y+E (5)
Where
Y =Y(p)+ Y(t) (6)

then the standard *“errors in the variables” model could be applied to the
interpretation of the results. Though an unbiassed estimate of ¢’ would be given
by dividing the covariance between C and Y(p) by the variance of Y(p), a
downwardly biassed one would arise from dividing the covariance between C
and Y, (identical to that between C and Y(p) by assumption) by the variance of
Y, because the latter was the sum of the variances of Y(p) and Y (t).

In aggregate data observed over long periods of time where economic
growth dominated their generation, transitory fluctuations in income would tend
to average out and become very small relative to those in permanent income, so
estimates of ¢” yielded by regressing consumption on current income would be
rather accurate representations of the true parameter c’. Over shorter periods,
transitory fluctuations in even aggregate income would be relatively more
important, and the resulting estimates would be biassed downwards (and those
of a upwards, the more-so in samples with higher average levels of permanent
income). In cross section data there would be no scope for transitory fluctuations
in income to be cancelled out at all and estimates of ¢” would again be biassed
downwards relative to the true parameter c’, the extent varying with the degree
to which the incomes of those included in the cross section were subject to
transitory fluctuations.

Thus did Friedman offer a seamless blending of microeconomic and
statistical theory to resolve the empirical paradoxes that studies of consumption
behaviour had revealed, and he proceeded to show that his explanation had
exceptionally strong explanatory power over many of the detailed problems that
they had uncovered too. The implications of all this for the standard Keynesian
model of the 1950s were potentially devastating. Friedman’s permanent income
hypothesis implied that Keynes’s marginal propensity to consume and therefore
the multiplier were anything but stable, and therefore provided a shaky
foundation indeed for any theory that sought to explain the behaviour of the
macro-economy or purported to be a reliable guide to policy. The full
destructiveness of this analysis was not at first widely understood, however.

To begin with, the particular method that Friedman chose to implement
the idea of permanent income for empirical aggregate time series purposes,
which were the ones that mattered for macro-economics and hence attracted
most of the attention, considerably lessened the impact of his work. In this
context he measured it as a geometrically declining weighted average of current
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and past aggregate income (multiplied up by an adjustment factor to allow for
the fact that such a technique shifted the mean of the series back in time, and
hence, given economic growth, would understate its current value in a growing
economy.)®”® Specifically, with b< 1, and ignoring this growth adjustment for
simplicity, permanent income became

Y(p) = by + b(1-b)Y(-1) + b(1-b)(1-b) Y(-2)... (7)

This was, at best, a rough empirical approximation to Friedman’s basic
theoretical concept, but, when used in the consumption function, it had the effect
of preserving the stability of both a “long run” marginal propensity to consume -
c - and a “short-run” one - bc - ,and hence of long-run and short-run multipliers
too, these being linked by the dynamics inherent in distributed lags. Hence, it
distracted attention from the permanent income hypothesis’ likely implications
for the stability and reliability of the multiplier as a fulcrum for policy. Instead,
it emphasised the dynamics with which this process worked out over time,
hardly a novel, let alone disturbing, insight to econometricians already working
on the quantification of Keynesian macroeconomics, who had by the late 1950s
already learned a considerable amount about the usefulness of distributed lags
when it came to fitting the data.

Money and the Rate of Interest

A second and more fundamental factor also lessened the immediate impact of
Friedman’s work on the consumption function. To quote one of his own
favourite aphorisms, “it takes a theory to beat a theory” and if systems built
around equations 1 - 3 were to lose their dominant position in the mainstream of
macroeconomics, something else had to replace them.

In 1936, Keynes had frequently contrasted his new theory with what he
called classical economics, much to the benefit of the former, it should go
without saying. The essential difference between the two systems, he insisted,
was that, in his new theory, shifts in the level of investment created shifts in
income and employment, so that prolonged depressions could be attributed to a
chronic lack of investment opportunities. In what he presented as prevailing
classical orthodoxy, on the other hand, such shifts would create variations in the
rate of interest sufficient to ensure that investment would always stay at a level
high enough to fill the gap between income and consumption - ie. saving - at full

*’The “adaptive expectations” idea that underlies this formulation was, as Philip Cagan (2000) has noted, picked
up by Friedman in 1952 from conversations with A. W. Phillips. Under Friedman’s influence, it had already
been successfully deployed to proxy inflation expectations by Phillip Cagan in his (1956) study of hyper-
inflations, and was being used by David Meiselman (1962) in a study of the role of interest rate expectations in
determining their term structure. It also had the virtue of providing a “good fit” to US time series data on
consumption. One can see easily enough why it attracted Friedman in this context.

49



employment. Keynes argued that this classical interest rate mechanism was
flawed.

Classical economics as described by Keynes was a gross caricature. From
the 1890s onwards, an increasing number of economists had argued that market
economies seemed to have a hard time co-ordinating the allocation of resources
over time - keeping saving and investment in equilibrium with one another at
full employment - and by 1936 there already existed a large and complex
literature that pointed to this failure as the source of real economic fluctuations
and to the workings of the monetary system as the source of the trouble.
However, that literature had achieved no consensus at all about just how these
two factors might be linked. There was nothing original about Keynes’ stress on
the unreliability of inter-temporal co-ordination mechanisms that were supposed
to work through the interest rate in a monetary economy. His specific
explanation of why they might fail, however, was highly original, and lies at the
heart of the General Theory’s contribution to economics.

This explanation relied on the theory of liquidity preference, the very
monetary complication that, by the 1950s, it had become customary to omit
from elementary accounts of Keynes’s macroeconomics, though it was, of
course, included in more advanced expositions. This theory built upon what is
nowadays known as the Cambridge version of the quantity theory of money,
which had initially applied supply and demand analysis to the stock of nominal
money in order to determine its purchasing power.”® The central proposition
underlying the Cambridge model was that any representative economic agent
would have a well determined demand for a stock of real money - ie. money
measured in units of constant purchasing power. In the writings of its
originators, this demand was said to emanate from money’s use as the
economy’s means of exchange and reflected what we would now call
transactions and precautionary motives. They argued that this demand would
usually represent a stable fraction of the money-holders’ “resources”, but they
were routinely unclear as to whether this word referred to wealth, a stock, or
income, a flow. Also, though they recognised that wealth not held as money
could be held in other income-yielding forms - among Marshall’s examples
were “a horse” and “furniture” - the insight that the demand for money might be
systematically related to some measure of the opportunity cost of holding it - a
rate of interest on a representative financial asset, for example - eluded them. It
was Keynes, in his Treatise on Money (1930) who finally brought clarity to
these matters in a way that attracted widespread attention - though the priorities

%The pioneers of the Cambridge approach - Alfred Marshall (eg. 1871) and Arthur C. Pigou (eg. 1917) - did not
refer to their model per se as the quantity theory, but preferred to say that it yielded the same prediction of
proportionality between the quantity of money and the price level as did that older model, which was explicitly
based on the concept of the velocity of circulation.
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This insight, however, was not available to the Austrians in the late 1920s,
and they argued that, once an expansion was under way, whose central feature
was always, in their view, a process of forced saving, a crisis was inevitably in
the making. It would involve the excess demand for current consumption goods
making itself felt before new investment goods had been completed and brought
into production. More by a leap of intuition than careful analysis, the Austrians
identified the disruption associated with attempts to unwind the imbalances
created by forced saving with the onset of the downswing and subsequent
depression, and they suggested that analysis along these lines “leads ultimately
to a theory of business cycles” (Mises, 1924, p. 365). According to that theory,
as elaborated, for example by Hayek (1931), crises could be staved off
temporarily by keeping the market rate of interest below the natural rate, but this
would be at the cost of making them more severe when they arrived. And arrive
they eventually would, for a side effect of prolonging the process of forced
saving by ever more credit creation would be an inflation rate that would rise to
ultimately intolerable levels. As Lionel Robbins put it in (1934)

“Once costs have begun to rise it would require a continuous increase in the
rate of increase of credit to prevent the thing coming to disaster. But that
itself, as we have seen in the great post-war inflations, would eventually
generate panic. Sooner or later the initial errors are discovered. And then
starts a reverse rush for liquidity. The Stock Exchange collapses. There is a
stoppage of new issues. Production in the industries producing capital
goods slows down. The boom is at an end.” (pp. 41-42)

This is not the place to embark on a detailed critique of Austrian cycle theory.
Suffice it to suggest that its exponents took logical possibilities implicit in the
analysis of forced saving, and treated them as logical necessities.”> As one
sympathetic modern commentator has remarked, “the Austrian theory is not a
theory of depression per se, but rather a theory of the unsustainable boom”

See Laidler 1999, pp. 45-46, pp. 51-75, and pp. 63-67, for accounts of and references to contemporary
treatments of forced saving that suggested that an initial excess of investment over saving might generate an
equilibrating response on the part of savers. Among the possibilities that the Austrians did not notice, but were
raised by their contemporaries, were that changes in the distribution of income from wages to profits during the
upswing might cause an increase in voluntary saving and eliminate disequilibrium between saving and
investment, that the creation of an appropriate amount of hew bank credit by way of consumer loans (at that time
a new phenomenon, largely confined to the US) could enable households to hold their own in competition with
firms, and that, as inflation became anticipated agents would increase their saving in order to maintain their
holdings of real balances. The last effect will be discussed below, in the context of Robertson’s work.
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(Garrison,2001, p. 240). Given the Austrians’ underlying agenda, however,
which was to produce a theory of the cycle that was compatible with a general
equilibrium theory strongly tinged with methodological individualism, and
could be used to counter socialist critiques of a liberal capitalist society, and
given that the great hyper-inflations were a recent memory, one can see how
they were led into their over-generalizations.

Forced Saving without Price Inflation

For all its weaknesses however, one feature of Austrian analysis remains
particularly relevant to the topic of this paper: namely, the insight that forced
saving can nevertheless take place and create trouble against a background of
stable, or even falling prices. This possibility, which sets Austrian theory apart
from a more traditional quantity theoretic approach to the cycle, as Garrison
(2001, p. 242) stresses, arises when the effects of economic growth, particularly
that which arises from productivity improvements as opposed to mere increases
in population, are brought into the picture.”

Wicksell had defined the natural rate of interest as that which would equate
saving and investment at full employment, hence implying zero credit creation
by the banking system, but he had also defined it as the interest rate which, if it
ruled in the market place, would generate stable prices. In a stationary
economy, where savings and investment are equal to zero, these two definitions
are compatible, but not in a growing economy. There, on the assumption that the
velocity of circulation is constant, zero credit creation implies deflation at the
economy’s rate of growth. Given this, and the assumption that its effects on the
price level are unanticipated, forced saving is always implicit in positive credit
creation in conditions of full employment, and will occur in a growing economy
whenever the rate of price level change lies above that rate of deflation.” The

The literature associated with the forced saving concept sometimes encountered extremely heavy weather in
dealing with this distinction between the sources of economic growth. Dennis Robertson (1926, 1928a and b)
whose variation on the forced saving theme will be discussed below, dealt extensively with this matter, but the
space available in this paper does not permit to do full justice to the topic.

™ Let it be noted explicitly that modern analysis would tell us that any rate of inflation is compatible with
monetary equilibrium and therefore the absence of disequilibrium forced saving, just so long as it is properly
anticipated in the term structure of nominal interest rates, a result stated by Eric Lindahl in (1930), though its
significance would not penetrate the literature beyond that written in Sweden till much later. Deflation at the rate
of productivity growth remains of some analytic significance, however, because at that rate, when it is fully
anticipated, the revenue accruing to the monetary system from seigniorage - what Robertson (1926) called
“induced lacking” is zero. See below for further discussion.
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potential significance of this conclusion for the behaviour of the US economy in
the 1920s was not lost on the Austrians, and it formed the basis of their
interpretation of the Great Contraction and its aftermath.

But to explain 1929 and its aftermath as a crisis created by a prior process
of forced saving required them to argue that disequilibria in the inter-temporal
allocation of resources sufficient to have provoke it had built up even without
the onset of general inflation. On Hayek’s treatment of this specific point,
Gottfried von Haberler, himself an ardent exponent of Austrian theory in (1932),
would later remark “the reasoning is not . . .altogether convincing” (1937, p.
52), and his more general conclusion was

“, . .that the present theory does not prove, as it claims to do, that a credit
expansion which does not lead to a rise in prices but only prevents a fall in
prices must have the same evil effect as the more violent type which brings
about a rise in the absolute price level” (p. 51)

Once again, we see the Austrians criticised for claiming that a logically possible
outcome was logically necessary. But we should also note that, as far as the
sufficiency of price level stability for general economic stability is concerned,
the mere logical possibility that forced saving can cause trouble under such a
regime is of some significance.

Austrian Policy Prescriptions

Be that as it may, what seems to have undermined the reputation of Austrian
cycle theory as the 1930s progressed was not so much doubts about its
coherence as a positive theory of the cycle, but some of the normative
implications that were claimed to follow from it. These reversed the assignment
of priorities between prevention and cure for financial and real instability
implicit in quantity theoretic reasoning. Where Hawtrey, for example, advocated
stabilising the price level, and meeting the consequences of any crises that might
nevertheless occur with vigorous money creation after the event, the Austrians
argued that the central policy problem was to prevent crises happening in the
first place. This was to be accomplished by avoiding any net credit creation by
the banking system, or, if the velocity of circulation could not be relied upon to
remain stable, by varying credit creation in order to stabilise the rate of flow of
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money expenditure. Where prevention had failed, as they thought it was very
likely to do, the Austrians further, and crucially, argued that expansionary
monetary policy, and/or fiscal measures designed to increase investment and
consumption expenditures would make matters worse rather than better, and
were to be avoided.”

That is why, in the early 1930s, the Austrians urged governments to remain
passive and allow the passage of time to unwind the imbalances in the capital
stock that they thought lay at the root of the depression. In so doing, they lent
considerable academic respectability to similar views, based on the so-called
needs of trade or real bills doctrine, that at that time had wide currency in
banking circles in general, and at the Federal Reserve Board in particular.
Exponents of the latter doctrine argued that, in the late 1920s, credit creation in
the United States had gone beyond meeting the needs of firms for working
capital and had fuelled an “artificial” investment boom. As a corollary they
argued that, after 1929, any monetary expansion should await the revival of
economic activity.”® With the implementation of the New Deal, such views
became increasingly unpopular, and Austrian cycle theory began to suffer from
guilt by association, as for example, Friedman (1974) would later note.”™

Lionel Robbins” (1971) retrospective verdict on Austrian theory is worth
quoting at some length. On the policy nihilism which he himself had supported
in the early 1930s, he commented as follows:

“On the assumption that the original diagnosis of excessive financial ease
and mistaken real investment was correct - which is certainly not a settled
matter - to treat what developed subsequently in the way which | then
thought valid was as unsuitable as denying blankets and stimulants to a
drunk who has fallen into an icy pond, on the grounds that his original

"2For a more detailed discussion of Austrian policy proposals, See Laidler (1999, pp 46-49)

®And the influence of such views had a great deal to do with the indecisiveness of Fed. policy during the Great
Contraction, as both Currie (1934), and Friedman and Schwartz (1963) argued. For a contemporary example of
such analysis, see Willis (1932). It is also worth noting that, partly, under the influence of Joseph Schumpeter’s
own distinctive brand of Austrian analysis, a number of Harvard economists adopted a confused and sceptical
attitude to activist policies intended to counter the contraction. See Brown et al. (1934)

See Friedman (1974, pp.163-165) Unfortunately, in this passage, Friedman describes the Austrian view as an

“atrophied and rigid caricature” of the quantity theory, thus displaying an extremely uncertain grasp of its
intellectual origins.
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problem was overheating. | shall always regard this aspect of my dispute
with Keynes as the greatest mistake of my professional career, and the
book The Great Depression, which | subsequently wrote, partly in
justification of this attitude, as something which | would willingly see
forgotten ” (p. 154)

But he was somewhat kinder to the positive aspects of the theory :

“Now | still think that there is much in this theory as an explanation of
a possible generation of boom and crisis. | suspect that there are some
episodes in economic history, the railway crisis of 1847 and the American
crisis of 1907 for instance, on which it can cast valuable light. I am
strengthened in this view that something like it, although with a different
terminology and a different derivation, figures largely in one of Dennis
Robertson’s models. But, as an explanation of what was going on in the
early thirties, | now think it was misleading. Whatever the genetic factors
of the pre-1929 boom, their sequelae, in the sense of inappropriate
investments fostered by wrong expectations, were completely swamped by
vast deflationary forces sweeping away all those elements of constancy in
the situation which otherwise might have provided a framework for an
explanation in my terms. The theory was inadequate to the facts ” (p. 154,
Robbins’ italics)

Now Robbins’ mention of Robertson in this context is telling, Forced saving
(often under the label “involuntary lacking”) does indeed figure prominently in
the latter’s interwar work, but not as an explanation in and of itself of the crisis
phase of the cycle. Rather, as we shall now see, it appears as one element in an
altogether more eclectic story.

Robertson’s Approach

Just as certain political preconceptions underlay Austrian cycle theory, so was it
with Robertson’s work. Nowadays he is mainly remembered as an effective
critic of Keynes’s (1936) rejection of what the latter called *“classical
economics” and hence as something of a scientific conservative, but his work is
in fact marked by the same scepticism about the self-regulating nature of the
market economy and faith in the abilities of well informed policy makers to
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remedy this state of affairs as was Keynes’s. If he expressed these attitudes with
less self-confidence, that had more to do with his personal style than with the
depth of his convictions about these matters.

Robertson’s cycle theory had continental, and ultimately Marxist, roots.
He stressed waves of innovation as the basic source of fluctuations, and unlike
those Cambridge economists more closely wedded to the quantity theory, he
entertained the possibility that to this extent they were “appropriate”
phenomena, whose stabilization might do more harm than good.

“l do not feel confident that a policy which, in the pursuit of stability
prices, output and employment, had nipped in the bud the English railway
boom of the forties, or the American railway boom of 1869-71, or the
German electrical boom of the nineties, would have been on the balance
beneficial to the populations concerned.” (1926, p. 22).

But in practice, Robertson thought it all too likely that “inappropriate”
fluctuations in output would be overlaid upon the appropriate ones by the
malfunctioning of the monetary system, and it was in this context that he
deployed his analysis of forced saving. Though he developed this quite
independently of Mises and Hayek, and indeed a little before the latter took up
the phenomenon, his approach had much in common with theirs, as Robbins
noted. Even so, in the context of this paper, it the differences between the two
versions of the doctrine that merit particular attention.

As we have seen, forced saving occurs when an economy operating at full
employment is disturbed by the opening up of a discrepancy between
Wicksellian natural and market rates of interest. Although the Austrians
recognised that shocks to the system could arise in principle from either the real
or monetary side of the equation, in practice they treated the banking system as
the main source of disturbances. Not so Robertson, for whom inappropriate
fluctuations in output were usually the result of market interest rates failing to
catch up with the effects of innovation on the expected returns to investment.
Quite unlike the Austrians, moreover, he was even willing to contemplate the
possibility that forced saving, though usually destructive, might in some
circumstances have a beneficial effect. Specifically, he lacked confidence in the
capacity of the short-end of the market automatically to provide the working
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capital needed to bring plant and equipment into production once it had been
created, and looked to the banking system to provide firms with the means of
acquiring it.”

“l am not sure that a little forced saving now and again may not be the
necessary price we have to pay for what we call progress, and that a
doctrinaire application of the principle of price-stabilisation in all
circumstances might not be inimical to the rapid growth of economic
welfare.” (1928b, p. 145).

Evidently, then, Robertson did not regard forced saving as an inevitable
harbinger of crisis in the way that the Austrian did. In part, this open-
mindedness stemmed from greater analytic sophistication on Robertson’s part.
Unlike Mises, Hayek, Robbins, or anyone else in that camp, he understood that,
because rising prices would reduce the real value of the public’s cash holdings,
“it is at least possible that some of them will seek to restore this real value
towards its old level, and to that end to refrain from consumption . . .” (1928b, p.
134) This effect, which in (1926) he had labelled “induced lacking”, is the very
one that lies at the heart of analyses of the extraction of seigniorage in modern
models of fully anticipated inflation, and in principle it would ensure that the
banking system could continuously transfer resources from the public at large to
firms without the process breaking down. The saving needed to finance the extra
investment would be voluntary, in the sense that it would arise from the payment
of what we now call the inflation tax.”

Even so, Robertson understood just as well as did the Austrians that forced
saving could occur in a growing economy without prices having to rise, and he
also believed, as did they, that it had considerable potential to do harm. That is

"Robertson’s particular stress on the provision of short-term capital by way of forced saving reflects the
practices of the British and American commercial banking systems. Any careful comparison of Austrian and
Robertsonian treatments of forced saving needs to pay attention to the different assumptions about the nature of
banking institutions that were usually left implicit in their analysis.

"®In this context, Robertson’s acknowledgement that the analysis of induced lacking was suggested to him by
Keynes is worth noting, since the latter had already set out a treatment of the inflation tax in the Tract (1923).0n
this See Laidler (1999, pp.95-96, pp.110-111). Harry Johnson (1974) pointed out the relationship between the
analysis of forced saving as developed by Robertson in the 1920s, and that of the inflation tax, seigniorage and
the revenue from money creation (the three terms are synonymous). The latter topic was much discussed among
monetary theorists for two decades following the work of Martin Bailey (1956) and a key contribution which
either avoided or cleared up the many analytic confusions that permeated much earlier work was Alvin Marty
(1976)
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why, in 1928, he expressed trepidation at the way events were unfolding in the
United States: “. . .in so far as the Federal System [sic] has not gone all out for
stabilising the price of labour, it cannot, | think, be wholly absolved from the
charge of having burgled from the public in these years of rapidly advancing
productivity” (1928b, p. 144, Robertson’s italics). He particularly feared for the
consequences “if that great country should ever become even temporarily
saturated with 50-storey buildings and motor cars” (p. 146 Robertson’s italics),
noting that

“The out-and-out price-stabiliser claims that he can always check a fall in
prices and cure unemployment by monetary means . . . | think the
difficulties experienced by the Federal Reserve system even in times of
raging prosperity should make us pause before admitting such extreme
claims.” (1928b, p. 146)

Not that Robertson came anywhere near to Austrian nihilism in his prescriptions
for policy in the event of a crisis. On the contrary he was just as much an activist
as any of the Cambridge economists discussed earlier in this paper’”.

“. . .the ideal banking policy might be one which was founded on the
principle of price-stabilisation as a norm, but which was ready to see the
fruits of a prolonged and general increase in individual productivity shared
in the form of lower prices, and perhaps to acquiesce in moderate price-
rises in order that advantage might be taken of discontinuous leaps in
industrial technique. And it would be a policy that did not claim
omnipotence, or feel competent of its ability to cure the evils of uncertainty
except in alliance with a much more comprehensive attempt to control and
stabilise the desires and activities of the community than most monetary
reformers - even | think, the most thorough-going Socialists - have yet
visualised” (1928b, p. 146)

Robertson’s avoidance of Austrian policy conclusions about how to deal with
crisis and the depression which would inevitable follow it, despite his belief in
the capacity of forced saving to generate excessive investment, has a very

"1t should be noted that, just as Pigou came to pay increasing attention to forced saving as the 1920s progressed,
so did Robertson appreciate the potential significance of error. See Laidler (1999, pp.89-90, 98-99)
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simple and down-to-earth explanation, namely that he invariably associated such
investment with the over-expansion of particular sectors of the economy, rather
than with the creation of an economy-wide imbalance in the capital stock. He
therefore believed that there was always scope to fill any void in demand
stemming from a private sector collapse, as his following comment on the
desirability of deploying counter-cyclical public expenditure policies makes
clear.

“What, after all, can be more sensible than that the Central government
should organise a collective demand for telephone equipment, or the local
governments a collective demand for municipal lavatories, to take the place
of an individual demand for ships or steel rails, which has rightly and
reasonably fallen temporarily away?” (1928a, p. 178)

Some Tentative Lessons

To draw conclusions from an earlier literature about current monetary policy is
always risky. No matter what some might claim about the universality of the
laws of economic science, it has often been observed that monetary economics
in particular evolves along with monetary institutions, and the possibility that
conclusions drawn at an earlier time, might have lost their validity with the
passage of time is ever present.”® But recent bouts of asset market instability and
associated problems in the real economy, do seem to present puzzles that
contemporary economic theory has trouble getting to grips with, and they do
bear more than a passing resemblance to earlier episodes, so perhaps the
literature discussed in this paper might have something to tell us about our
present problems.

Continuity and Discontinuity in Economic Ideas

As we saw above, there is considerable continuity in what has here been called
the quantity-theoretic approach to the cycle in particular, and asset market
instability in particular. Its current exponents still argue that monetary policy
cannot be expected to do more than influence the price level, and the differences

"®This was a constant theme in the later writings of Sir John Hicks, right down to his final book (1989), and it
permeates the post-Keynesian writings of Victoria Chick: eg (1992)
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between their advocacy of targets for low inflation and the preferences of, say
Marshall, Hawtrey or the Keynes of the Tract, for outright price level stability
are surely of minor significance to anyone who believes that the virtues of such
policy goals should be analysed on the assumption that the inflation rate is fully
anticipated. Furthermore, they are every bit as insistent on the rapid deployment
of the central bank’s powers of money creation, should things nevertheless go
wrong, as their inter-war predecessors.

There is less continuity between the ideas of inter-war and contemporary
critics of the quantity theoretic tradition. Like their predecessors, of course, the
latter are still concerned with the apparent inability of a monetary policy geared
solely to the general price level to forestall instability in asset markets, and they
also suggest that monetary policy should try to deal with this phenomenon. But
beyond this point, differences begin to appear. Nowadays, the case that
monetary policy should concern itself with asset prices is mainly justified by the
possibility that banking systems can cease to function efficiently as providers of
credit to the private sector once asset market instability turns into outright crisis.
Interwar economists did not neglect instability in asset markets or the banking
system in particular, or indeed financial markets more generally, but dissenters
from quantity theoretic analysis among them paid far more attention to the
possibility that such difficulties reflected altogether deeper problems with the
structure of the real economy. The Austrians aside, moreover, they adopted a far
more activist approach to macroeconomic policy than anything that is to be
found among critics of current policy orthodoxy, whose main concern seems to
be that monetary policy should look beyond stabilising the inflation rate, and
pay special attention to asset prices.

Co-ordination Failures

| conjecture that the reason for this latter difference, and also for our current
perplexity about how monetary policy should be configured in the light of the
experience of Japan, or more recently the United States, to mention but two
examples, stems from the fact that much of economics as it is now widely taught
has tried to settle an old debate about a matter of real substance by
methodological fiat. That old debate, whose importance Axel Leijonhufvud (eg.
1981, 1999) has long stressed, reached a peak in the inter-war years. It was
about whether, and, if not, the extent to which, the institutions of a market
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economy were up to the task of harmoniously co-ordinating the maximising
decisions of self-interested individual agents. Nowadays, this debate is short-
circuited by the widely held belief that good scientific practice requires us to
assume that markets always clear, unless specific reasons rooted in maximising
behaviour conditioned on all relevant and available information can be given for
assuming otherwise.” This belief has led much economic theory to take it for
granted that the interest rate, or the term structure thereof, successfully co-
ordinates the allocation of resources over time, even though this assumption
makes it very hard to understand such phenomena as canals and railways that
lead to nowhere, see-through office buildings, mile upon mile of redundant
fibre-optic cable, etc.

In earlier times, when, by and large, economists started with facts to be
explained, and worked backwards to more and more general explanations, it was
regarded as methodologically legitimate to postulate co-ordination failures to
account for observations without first of all having to rationalise these in terms
of some set of deeper (and allegedly first) principles. And given the facts of 19"
century fluctuations, let alone those of the inter-war years, this seemed like a
reasonable procedure. The key positive question underlying the literature
discussed in this paper was, that is to say, what sort of co-ordination failure was
responsible for observed fluctuations, and the key normative question was what
policy should do about it. These seem to me to remain interesting questions,
even if the current rules of the game make it embarrassing to pose them in
respectable academic circles.

Exponents of a quantity-theoretic approach to fluctuations located co-
ordination failures in the slowness of interest rates and money wages to respond
to swings in the price level, an argument implying that the maintenance of price
stability would prevent their occurrence. Some of these exponents, for example
Fisher, were sufficiently confident of this way of looking at things that they
argued that a price stability rule would be sufficient to guarantee overall

*But not by everyone: | have already mentioned Victoria Chick’s contribution to the post-Keynesian literature,
and Axel Leijonhufvud’s constant and eloquent insistence of the importance of co-ordination issues and to the
rich inter-war literature dealing with them, continues to do so). Garrison (2001) to which | have also referred
above represents a recent and refreshingly unorthodox attempt to blend insights culled from quantity theoretic
and Austrian approaches to the cycle into an account of the phenomenon that places co-ordination failures at the
centre of things. But students trained in mainstream modern macroeconomics find it hard to come to grips with
such contributions because they are not susceptible to the equilibrium modelling techniques in which they are so
well drilled.
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economic stability. Others, for example Hawtrey and those whom he influenced,
were more cautious and were willing to settle for discretionary policy.
Furthermore, after the events of 1928-1930 had confirmed that things could
nevertheless go badly wrong against a background of apparently stable inflation,
they continued to argue that vigorous monetary expansion would suffice to
prevent a cyclical downturn getting out of hand. Austrian theorists, on the other
hand, stressed the capacity of any monetary expansion to generate forced saving,
urged that the authorities should try to stabilize the level of money expenditure
to prevent this happening, and, took a fatalistic attitude to the consequences of
failure. Quantity theorists and Austrians nevertheless had an important belief in
common, namely that malfunctions of the monetary system, rather than any
deeper flaw in the workings of market mechanisms underlay co-ordination
failures, and that appropriate (albeit very different) monetary measures could in
principle prevent them.

In this these two groups differed strongly from those who argued that the
very process of economic growth in a market economy was inherently prone to
such failures. These arguments came in many disguises, ranging from the Pigou-
Lavington hypothesis that investment behaviour was systematically subject to
error, to an altogether more thoroughgoing Marxist belief, as represented, say,
by Loewe, in the instability of Capitalism. Commensurate with their playing
down the importance of the monetary system itself as a source of instability,
these economists cast doubt on the sufficiency of any purely monetary cure for
such problems, and many of them, for example the Cambridge economists,
including Robertson, and eventually Keynes, advocated an activist stabilisation
policy with a strong fiscal component aimed in particular at dealing with the
consequences of instability in investment.

Implications for Present Day Monetary Policy

Certain facts of economic history can help us to make tentative choices among
these competing views. To begin with, in their light, it seems unlikely that
traditional quantity theoretic explanations of the cycle tell the whole story. One
episode of serious financial instability occurring without a prior burst of general
price inflation, such as that which preceded the Great Depression, might be
written off as an anomaly, but, as was noted at the outset of this paper, we have
seen too much of this recently not to take seriously the possibility that price
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stability alone is not a sufficient condition for more general stability. But it
seems even less likely that Austrian analysis tells the whole story either. As was
noted earlier, the account of the cycle given by Mises, Hayek, Robbins et al.
treated logical possibilities as logical necessities and seriously oversold its
central message.

But, that being said, inter-temporal co-ordination failures aided and abetted
by the monetary system are both logically possible, and they do seem to happen.
Quantity theoretic models of the cycle certainly have long had room for them to
occur when nominal interest rates fail to keep up with inflation, and hence
permit the real market rate of interest to fall short of the real natural rate. But
these failures also sometimes happen in the absence of inflation: how else does
one account for all that surplus fibre-optic cable? When all the over-
generalizations are stripped away from Austrian theory, there still remains a
hard core of insight: namely, that discrepancies between the market and natural
rates of interest with a capacity for damaging the real economy can arise even in
the absence of inflation. This insight seems to be valid far beyond Austrian
theory’s own narrow and ideologically drawn boundaries, as Robertson’s work
clearly showed, as Robbins later acknowledged, and as Garrison has more
recently reaffirmed. Nor, incidentally, is it obviously incompatible with a
quantity theoretic analysis that is constructed broadly enough to allow
productivity shocks and/or what the Cambridge economists called errors of
optimism, to happen against a tranquil monetary background and independently
of the activities of the banking system.

At first glance, it is hard to resist the conclusion that a monetary regime
geared solely towards generating low inflation is not in and of itself sufficient to
guarantee economic stability, to allow that monetary policy needs to become
more ambitious, and perhaps even to concede that a more generally activist
approach to macro-stabilization needs to be re-considered. Some of us, who
remember where policies like that led from the1960s to the 1980s, however, are
bound to resist this last step, and perhaps even the one that precedes it too, and
for the present, we can take some comfort from certain other facts. After all,
vigorous monetary expansion, based on the central bank’s lender of last resort
powers, was not tried after the stock-market collapsed 1929, nor was such a
policy implemented after the Japanese “bubble economy” came to grief in 1991.
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Thus, it is not clear from these episodes that a traditional quantity theoretic
approach to monetary policy is inadequate.

At the time of writing, moreover, after the collapse of the high-tech bubble
of the late 1990s, the Federal Reserve system does seem to be taking the advice
of Hawtrey, Currie, Friedman and Schwartz, et al. to heart. Perhaps, then,
timely monetary expansion will succeed in staving off stagnation in the U.S.,
and if it does, then the systematic pursuit of low inflation by central banks which
are also ready to be lenders of last resort when things go wrong in asset markets,
will be a defensible monetary policy regime after all. If it does not, then we shall
indeed have to consider something more ambitious. Here, it is worth recalling
that regulatory frameworks for financial markets that we take for granted
nowadays are mainly products of the 1930s and after, and would surely have
looked like the creations of “thorough-going Socialists” to most of Robertson’s
readers in 1928. There may be room to deploy these more actively than has been
done in the recent past to stabilise asset markets, when the latter threaten to
create dislocations in the real economy, while continuing to rely on low inflation
as the centrepiece of monetary policy. This would certainly be worth trying,
because, if the more generalized activism, that Robertson and his colleagues so
confidently recommended were ever again to re-emerge as the alternative of
choice to current policies, we could not be nearly as sure as were they were that
it would end up doing more good than harm this time around.
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